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This audit risk alert is intended to provide auditors of financial statements 
of providers of health care services with an overview of recent economic, 
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Health Care 
Industry Developments—1991
Industry and Economic Developments
The health care industry continued to feel both economic and financial 
pressures throughout 1991. Hospital operating margins continued to 
decline as a result of several factors, including—
• Declining utilization—The shift away from inpatient use of hospitals 
noted in previous years continues to have a significant effect on 
the industry. Ambulatory, outpatient, community-based, home- 
based, and specialty providers increasingly provide lower-cost 
alternatives to inpatient settings for the delivery of health care 
services.
• Decline in third-party payer reimbursements—In several states, 
Medicaid reimbursements to hospitals are at rates lower than cost. 
More and more state Medicaid programs and Blue Cross plans are 
adopting prospective, per-case methods that place financial risk 
on health care service providers. Medicare Part B reform, a result 
of the Omnibus Budget Reconciliation Act of 1989, sets Medicare 
physician fees according to a relative-value scale based on physician 
work and practice costs, further restricting amounts of compensa­
tion for physician services.
Other factors that add to strained financial conditions include rising 
costs, shortages of trained health care workers, increases in services to 
indigent and uninsured patients, and declining availability of capital.
Auditors of entities that provide health care services should consider 
these factors, as well as their clients' plans for dealing with them, as 
they assess audit risk.
Acute-Care Facilities
Acute-care hospitals continue to close as a result of their failure to 
cope with financial pressures. Rising costs and inadequate reimburse­
ment have had an especially negative impact on small public hospitals, 
to the point where the long-term economic viability of many of these 
facilities is in question. Auditors should be alert to circumstances such 
as low profit margins, outdated facilities, high levels of uncompen­
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sated care, excess capacity, and slow collection of accounts receivable 
as they evaluate the ability of a hospital to continue as a going concern.
HMOs
Unlike that of other providers, the financial condition of health main­
tenance organizations (HMOs) tended to improve during the past year. 
This is due, in part, to increases in premiums, competition among 
physicians resulting in growing acceptance of HMOs and their fee 
schedules, and the consolidation of small plans with larger ones. 
These changes have led to improved economies of scale and better 
management of the costs of delivering patient services. Although 
conditions are improving for some HMOs, others continue to 
experience financial difficulties that may adversely affect some hospitals' 
ability to collect payment for services rendered to HMO subscribers. 
Auditors should carefully evaluate the collectability of amounts receiv­
able from HMOs.
Debt Coverage
Hospital debt-coverage indicators have continued to show unfavora­
ble trends as operating profits have eroded. Increasing reliance on 
long-term debt, lower debt-service coverage ratios, and weakening 
financial performance signal potential problems for many institutions. 
In recent years, a number of hospitals have defaulted on long-term 
obligations. In the first half of 1990, Moody's downgraded its rating of 
eighteen hospitals, and Standard & Poor's downgraded its rating of 
twenty-nine hospitals.
As the result of declining profit margins and strained financial condi­
tions, some hospitals may fail to be in compliance with debt covenants. 
Consequently, some lenders may refuse to renew loans, decline to 
waive covenant violations, or exercise demand clauses. In some cases, 
hospitals may find it difficult to renegotiate favorable debt terms with 
lenders because of their current financial problems, and may therefore 
be forced to seek alternative financing. In such situations, auditors 
should consider the hospital's classification of its liabilities, the 
adequacy of financial statement disclosures, management's plans for 
obtaining alternate financing or disposing of assets, as well as going- 
concern issues.
Insurance Issues
Many insurance companies currently are experiencing financial 
difficulties. Providers of health care services often have significant 
receivables from insurance companies acting as third-party payers on
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behalf of patients. Providers also rely on insurance companies that 
underwrite malpractice coverage and hold pension assets. Auditors 
should consider inquiring of management regarding procedures for 
selecting and monitoring insurers. Auditors should also consider 
obtaining appropriate information about the financial stability of 
insurers from which significant amounts are receivable or that provide 
significant coverage to the entity. The Department of Insurance in the 
state in which the insurance company is headquartered (or, in the case 
of separate operating subsidiaries, the state in which the entity is 
operating) can identify insurance companies experiencing financial 
difficulties. Other sources available to assist in the evaluation of 
insurance companies include Best's Insurance Reports (908) 439-2200, 
Veribanc (800) 442-2657, Standard & Poor's Ratings Information Depart­
ment (212) 208-1527, and Moody's Investor Services (212) 553-0533.
Industry Trends
A variety of publications pertaining to industry trends and statistics 
and offering profiles of hospitals and other health care entities are 
available. The Health Care Financial Management Association (which 
can be reached at 1-800-252-4362) publishes the annual Financial 
Report of the Hospital Industry, which summarizes trends in the health 
care industry. The report is based on several financial indicators and is 
broken down by geographic region. Financial ratings of health care 
institutions that have issued publicly held debt may also be obtained 
from Standard & Poor's Ratings Inform ation Departm ent 
(1-212-208-1527) or Moody's Investors Service (1-212-553-0533). In 
addition, the American Hospital Association (1-800-621-8996) prepares 
the National Hospital Panel Survey Report service and the Hospital Statis­
tics report.
Regulatory and Legislative Developments
OBRA '89- '90—Summary of Changes
The Omnibus Budget Reconciliation Act of 1989 mandates that 
beginning in 1992, payments to physicians for their services to Medi­
care and Medicaid patients should be based on a fee schedule that 
ranks the value of physicians' services. On June 5, 1991, the Health 
Care Financial Administration (HCFA) released a proposed rule that 
would govern Medicare's resource-based, relative-value scale (RBRVS) 
fee schedule for physician services. The proposed rule includes 
preliminary relative rates for about 4,000 out of 7,000 CPT-4 codes and 
geographic practice-cost indexes for the 240 carrier localities. A final
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rule is expected to be published in October with an effective date of 
January 1 ,  1992. The new fee schedule will be phased in between 1992 
and 1995. The changeover in physician payment systems may affect the 
financial feasibility of existing or planned business arrangements 
between hospitals and their medical staff. Auditors should evaluate 
any contractual commitments with physicians, including investments 
in physician practices and in joint ventures with physicians, to con­
sider whether there are any asset realization or disclosure issues.
Medicare Fraud and Abuse:
Safe Harbor Rules
The Social Security Act includes provisions that prohibit providers of 
health care services from offering or providing remuneration to any 
person who refers patients to the entity. Because these provisions were 
broadly drafted, a number of common commercial arrangements 
between hospitals and physicians are technically covered. Earlier this 
year, the U. S. Department of Health and Human Services (HHS) 
published a final rule that implements provisions of the Medicare and 
Medicaid Patient and Program Act of 1987 and specifies various pay­
ment practices (safe harbors) that will be protected from criminal 
prosecution or civil sanctions.
Medicare Capital Payments
On February 28 , 1991, HCFA proposed a rule to include capital in the 
Medicare Prospective Payment System (PPS). Many modifications to 
the regulation have been proposed by the hospital industry and other 
interested parties. HCFA's final rule became effective October 1 ,  1991. 
The federal payment rate will use 1990 data, and new rates would be 
phased in over a ten-year period. These regulations are likely to have an 
effect on the reported amount of any deferred reimbursement account 
related to Medicare capital costs included in the financial statements. 
Auditors should consider the impact of the final rule when preparing 
financial statements. Paragraphs 3.17 through 3.19 of the AICPA Audit 
and Accounting Guide Audits of Providers of Health Care Services contain 
a discussion of deferred reimbursement accounts.
Prospective Payment System Update
On June 3, 1991, HCFA issued regulations implementing fiscal year 
1992 changes for the Medicare PPS. The proposed regulation increases 
the update factor for covered and exempt hospitals, revises diagnosis- 
related group (DRG) classifications, expands the uniform billing form, 
updates the wage index, and includes changes affecting graduate
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medical education (GME) and funding of depreciation. HCFA projects 
that the hospital market basket will rise by 3.8 percent. Average payments 
per case were initially projected to increase by 2.1 percent due to 
budget neutrality issues. Auditors should be familiar with the PPS 
formula that includes these revisions.
Auditors should also note that Medicare intermediaries have been 
performing audits on GME costs. The audits stem from a law that Con­
gress passed in 1985. HCFA did not publish regulations until September 
1989, and fiscal intermediaries did not receive formal guidance on how 
to implement the regulations until late in February 1990. The law 
established a new methodology for determining hospitals' allowable 
costs in calculating payments for GME. Some hospitals may be 
required to record significant liabilities.
HCFA is expected to issue regulations concerning payment for nurs­
ing and allied health education costs for reporting periods beginning 
after September 3 0 , 1990, in the near future.
Geographic Reclassification
HCFA issued final regulations effective June 4, 1991, covering the 
criteria that the Medicare Geographic Classification Review Board 
intends to use in making decisions concerning the reclassification of 
hospitals for PPS purposes. As of June 13, 1991, the board had 
approved changes in the geographic designation of 864 hospitals for 
fiscal 1992 payment purposes. Applications for such changes must 
have been filed no later than October 1, 1991.
State Budgetary Constraints
Workers compensation insurance, Medicaid, and other state-funded 
payment mechanisms may be adversely affected during difficult 
economic times. A number of states are considering a universal health 
insurance regulation. This may create additional payor categories. 
Changes in payment rates will require additional emphasis on evaluat­
ing the collectibility of and rates for payment of accounts receivable.
Tax Developments
The tax-exempt status of not-for-profit hospitals is receiving close 
scrutiny in Internal Revenue Service (IRS) audits. Furthermore, two 
bills have been proposed that would impose charity-care requirements 
on hospitals that wish to obtain or retain their tax exempt-status.
In an effort to increase local and state tax revenues, several localities 
have imposed property taxes on tax-exempt entities. In some areas, 
this is limited to professional office buildings and establishments such
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as fitness centers that are considered to be in direct competition with 
tax-paying enterprises.
IRS examining officers have been instructed to scrutinize situations 
in which employees of tax-exempt organizations have been classified 
as independent contractors to ensure that misclassifications do not 
occur or, if they do, to collect the applicable taxes, penalties, and 
interest.
On April 5, 1991, the IRS issued a General Counsel Memorandum 
(GCM 39843) stating its position that a tax-exempt hospital may not use 
costs reported for Medicare purposes as a deduction in computing 
the amount of income subject to UBIT unless certain strict conditions 
are met.
Practitioners should be cognizant of changes in federal, state, and 
local tax regulations and their impact on related tax liabilities.
Medicare Treatment of Loss on Advanced Refunding of Debt
Many hospitals have refinanced debt and incurred an accounting 
loss on the transaction. Generally accepted accounting principles 
(GAAP) require such losses to be accounted for in the period in which 
they are incurred. Accordingly, several providers have claimed Medi­
care reimbursement for the entire loss in the year the transaction 
occurred. Medicare intermediaries, however, have not followed GAAP 
in this regard, but instead have allowed reimbursement of the loss only 
to the extent of the original debt's amortization.
This issue is currently being litigated. The outcomes of these cases 
may affect the value of timing differences carried as deferred assets or, 
in some cases, already written off by hospitals.
Audit and Accounting Guide
The AICPA Audit and Accounting Guide Audits of Providers of Health 
Care Services was issued in July 1990. The guide is effective for years 
beginning on or after July 15 , 1990, and applies to entities whose prin­
cipal operations consist of providing health care services to individuals. 
These include hospitals, nursing homes, HMOs, continuing-care 
retirement communities, physician group practices, ambulatory-care 
organizations, and home health agencies. The guide also applies to the 
parent or holding companies of health care entities whose primary 
activities involve the planning, organizing, and oversight of healthcare 
entities. Government-owned health care entities that use enterprise 
fund accounting should also use the new guide. Certain entities that 
were previously covered by the AICPA Industry Audit Guide Audits of 
Voluntary Health and Welfare Organizations may now be subject to Audits
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of Providers of Health Care Services. Determining which guide applies 
requires considerable judgment based on the specific facts and circum­
stances of each case. The following are some highlights of the guide.
• Classification: operating vs. nonoperating—Activities associated 
with the provision of health care services that constitute the 
ongoing, major, or central operations of providers should be 
classified as operating items. Such items may include revenues, 
expenses, gains, or losses. Gains and losses result from transac­
tions that are peripheral or incidental to the provision of health 
care services and from other events that may be largely beyond the 
control of the entity. Gains and losses may be either operating or 
nonoperating, depending on their character, and may be netted. 
Revenues and expenses can only be operating and should not 
be netted.
• Revenue recognition—Service revenue should be reported net of 
contractual and other adjustments. Charity care no longer qualifies 
for revenue recognition, but disclosure of the organization's policy 
and a measurement is required. The measurement may be based 
on the provider's rates, costs, units of service, or other statistics. 
Bad debts are now required to be reported as operating expenses.
• Cash-flow reporting—All nongovernmental health care organiza­
tions must apply the provisions of FASB Statement No. 95, 
Statement of Cash Flows, which permits either the direct or indirect 
method. Government-owned hospitals should follow the 
requirements of Statement No. 9 of the Government Accounting 
Standards Board, Reporting Cash Flows of Proprietary and Nonex­
pendable Trust Funds and Governmental Entities that Use Proprietary 
Fund Accounting.
• Fund accounting—Separate fund reporting is not required.
• Risk contracting—The guide includes Statement of Position (SOP) 
89-5 as an appendix. SOP 89-5 states that health care costs should 
be accrued as services are rendered, and that the costs of services 
rendered but not yet reported should be estimated. Losses should 
be recognized when it is probable that expected future health care 
costs will exceed anticipated future premiums, and contracts are to 
be reported at net realizable value on the balance sheet.
• Malpractice liability—The ultimate costs of medical malpractice 
claims (including the costs associated with litigation and settlement) 
should be accrued when the incidents that give rise to the claims 
occur, if it can be determined that liabilities have probably been 
incurred and if the amounts of losses can be reasonably estimated.
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• Marketable securities/investments—Both FASB Statement No. 12, 
Accounting for Certain Marketable Securities, and Accounting Princi­
ples Board Opinion No. 18, The Equity Method of Accounting for 
Investments in Common Stock, now apply to not-for-profit hospitals.
Auditors should refer to chapter 14 of the guide Independent Auditor's 
Reports and to appendix A of the guide Illustrative Financial Statements 
for guidance on the form and content of audit reports and financial 
statements. Some health care entities have traditionally reported their 
results of operations (that is, revenues and expenses) in a more 
aggregated format that is not precluded by the guide.
Audit Issues
Guidance for Entities Receiving Governmental Funds
Auditors of health care providers that receive federal awards should 
consider the applicability of Statement on Auditing Standards (SAS) 
No. 63, Compliance Auditing Applicable to Governmental Entities and Other 
Recipients of Governmental Financial Assistance, to their audits. Among 
other things, SAS No. 63 provides guidance on the auditor's responsi­
bility to report on the internal control structure in audits conducted in 
accordance with Government Auditing Standards (often called the Yellow 
Book), issued by the Comptroller General of the United States. 
Auditors of such entities should also consider Office of Management 
and Budget (OMB) Circular A-133, Audits of Institutions of Higher 
Education and Other Nonprofit Institutions, issued in March 1990, and 
implementation rules published in the March 1 ,  1991, Federal Register. 
This circular establishes additional audit requirements for nonprofit 
entities, including hospitals affiliated with institutions of higher 
education receiving federal assistance. Questions have been raised 
about what constitutes an "affiliation with an institution of higher 
education," and auditors should be alert for issuance of further 
guidance in this area from the OMB. The trigger point for an audit 
under Circular A-133 is the receipt of $100,000 or more in direct or 
indirect federal financial assistance other than Medicare or Medicaid. 
Audit requirements for receipts from Medicare and Medicaid are 
considered to be covered by other regulations (such as PPS). OMB 
Circular A-133 applies to audits for fiscal years beginning on or after 
January 1, 1990. Copies of the circular can be obtained from the U.S. 
Government Printing Office. The AICPA's Auditing Standards 
Division has issued an exposure draft of a proposed Statement of 
Position, Audits of Not-for-Profit Organizations Receiving Federal Awards,
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that provides guidance on conducting an audit in accordance with 
Circular A-133.
Communication of Internal Control Structure-Related 
Matters Noted in an Audit
Some HCFA intermediary auditors have made requests for the 
management letter issued to health care providers by their independent 
auditors. Providers may request auditors to provide a written commu­
nication in accordance with SAS No. 60, Communication of Internal 
Control Structure Related Matters Noted in an Audit. Auditors may prepare 
these written communications even after completion of the audit and 
they may provide them in addition to any other communications 
already provided.
Reporting on Interim Financial Statements in Offering Documents
Providers of health care services sometimes issue securities that are 
not required to be registered with the SEC. Offering documents 
prepared in connection with the issuance of such securities sometimes 
include unaudited interim financial statements. SAS No. 26, Association 
with Financial Statements, provides guidance to accountants associated 
with financial statements of public entities, as defined in SAS No. 26 
(including health care entities that offer securities not registered with 
the SEC). According to SAS No. 26, if an accountant is aware that his or 
her name is to be included in a client-prepared written communication 
of a public entity containing financial statments that have not been 
audited or reviewed, the accountant should request that the financial 
statements be marked as unaudited and that there be a notation that he 
or she does not express an opinion on them.
When offering statements that are not required to be filed with the 
SEC include unaudited interim financial statements presented in 
comparative form with audited financial statements, auditors may 
either disclaim an opinion on the interim statements or issue an SAS 
No. 36 review report if such a review has been performed. The 
appropriate form of disclaimer appears in paragraph 5 of SAS No. 26.
Feasibility Studies and Prospective Financial Statements
CPAs are often asked to perform feasibility studies or to report on 
prospective financial statements for health care entities. An accountant 
should carefully consider whether to accept such engagements. Risk 
factors and applicable standards to consider are discussed in the 
"Notice To Readers on Prospective Financial Information" published in 
the July 1991 issue of the CPA Letter.
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Prospective Payment System Revisions
Amendments to the Medicare PPS, in particular those related to the 
payment of capital costs, should be evaluated to determine their impact 
on recorded revenues, receivables, and deferred amounts established 
to account for Medicare/Medicaid timing differences. Currently, 
opinions differ about the timing of recognition of the effects of new 
legislation and regulation. Auditors should evaluate all pertinent 
information in determining when to recognize the impact of these 
regulatory changes.
Accounting Developments
Continuing Care Retirement Communities
SOP 90-8, Financial Accounting and Reporting by Continuing Care Retire­
ment Communities, provides guidance on accounting for and reporting 
fees, on the obligation to provide future services and the use of facilities 
to current residents, and on the costs of acquiring initial continuing- 
care contracts. The provisions of the SOP are effective for fiscal years 
beginning on or after December 15 , 1990.
Combined or Consolidated Financial Statements
The AICPA Audit and Accounting Guide Audits of Providers of Health 
Care Services notes that Accounting Research Bulletin (ARB) No. 51, 
Consolidated Financial Statements (as amended by FASB Statement No. 
94), provides guidance on whether the financial statements of related 
organizations should be consolidated or combined. That literature 
requires consolidation when one organization has a "controlling 
financial interest" in another organization. A not-for-profit organiza­
tion may have a controlling financial interest in a for-profit entity (in 
which case, the guidance in ARB 51 applies) but typically does not 
have a controlling financial interest in another not-for-profit entity. 
Chapter 13 of the guide discusses factors that should be considered 
when two not-for-profit organizations are related but, because of the 
absence of a "controlling financial interest," are not consolidated. 
Although consolidation of related not-for-profit entities is not 
required, it is not precluded.
Answers to recent questions received by the AICPA's Technical 
Hotline on combining not-for-profit health care entities have been 
published in the AICPA Technical Practice Aids. This information, in the 
form of questions and answers, deals with the elimination of intercom­
pany balances and transactions, financial statement format, accounting 
for transfers between related entities, and reporting fund balances and
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equity. The questions and answers were also printed in the August 
1991 issue of the Journal of Accountancy.
Managed Health Care
Both multispecialty and family-practice physician groups are entering 
into managed-care contracts with HMOs that obligate them to perform 
all physician services for a specific number of enrolled patients at 
a fixed capitation rate. The groups assume the obligation to contract 
and pay for any services that the group itself is unable to perform. 
These contracts may also be subject to a hospital shared-risk arrange­
ment in which the groups share in savings or are obliged to pay for 
hospital cost overages that deviate from those actuarially predicted for 
enrolled patients. The risks assumed by physician groups in these 
arrangements may be subject to individual or aggregate stop-loss 
arrangements.
Since physician groups typically account on a cash basis, financial 
statements prepared on a cash or other comprehensive basis of 
accounting may fail to include material liabilities for services autho­
rized and performed by other physicians. These obligations may take 
the form of bills already received from referee physicians or they may 
be for patient encounters with referee physicians that occurred during 
the accounting period and have not been billed. SOP 89-5, Financial 
Accounting and Reporting by Providers of Prepaid Health Care Services, 
discusses risk contracting and is included as an appendix to the AICPA 
Audit and Accounting Guide Audits of Providers of Health Care Services. 
Should a group lack detailed accounting for individual patient 
encounters with referree physicians, there is a risk of its understating 
these liabilities.
Contributions
An exposure draft of a proposed FASB Statement, Accounting for Con­
tributions Received and Contributions Made and Capitalization of Works of 
Art, Historical Treasurers, and Similar Assets, was issued by the FASB in 
October 1990. The proposed statement would establish requirements for 
accounting for contributions and is part of a broader FASB project relat­
ing to not-for-profit organizations. The statement would apply to all 
entities that receive or make contributions, including hospitals. If 
adopted in its proposed form, the statement could affect recognition of 
income from pledges and donated property.
Health Care Financial Reporting Checklist
The AICPA Technical Information Service has published Checklists 
and Illustrative Financial Statements for Health Care Providers as a tool for
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preparers or reviewers of financial statements of health care entities. 
Copies may be obtained by calling the AICPA Order Department and 
asking for document number 008590.
*  *  *  *
This Audit Risk Alert supersedes Health Care Industry Developments 
-1990.
*  *  *  *
Auditors should also be aware of the economic, regulatory, and 
professional developments that may affect the audits they perform, as 
described in Audit Risk Alert—1991 (Product No. 022087). Audit Risk 
Alert—1991 was printed in the November 1991 issue of the CPA Letter. 
Additional copies can be obtained from the AICPA Order Department.
Copies of AICPA publications may be obtained by calling the AICPA 
Order Department at (800) 334-6961 (outside New York) or (800) 
248-0445 (New York only). Copies of FASB publications may be 
obtained directly from the FASB by calling the FASB Order Department 
at (203) 847-0700, ext. 10.
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